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Ps-S purchased an approxi mate $1.64 billion of
securities fromF in Cctober 2001 and si nmultaneously
transferred the securities back to F pursuant to F' s
prom se to transfer identical securities to Ps-S on
Jan. 15, 2003. The agreenent between Ps-S and F
allowed Ps-S to require an earlier transfer of the
identical securities only by termnating the
transaction on July 1 or Dec. 2, 2002. Ps-S did not
require an earlier transfer and sold the securities to
F on Jan. 15, 2003. Ps treated the transaction as a
securities | ending arrangenent subject to sec. 1058,
| . R C., and Ps-S reported an approximate $50.6 million
| ong-termcapital gain on the sale. Ps also deducted
mllions of dollars of interest related to the
transaction. R determ ned that the transaction was not
a securities |ending arrangenent subject to sec. 1058,
|. R C. Instead, R determ ned that Ps-S purchased the
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securities fromand imediately sold the securities to
F in 2001 at no gain or loss and then repurchased from
(pursuant to a forward contract) and i medi ately resold
the securities to F in 2003 realizing an approxi mte
$13.5 nmllion short-termcapital gain. R also

di sallowed all of Ps’ interest deductions because the
correspondi ng debt that Ps clained was related to the
transaction did not exist.

Hel d: The transaction is not a securities |ending
arrangenent subject to sec. 1058, |I.R C, because the
ability of Ps-S to cause F to transfer the identical
securities to Ps-S on only three of the approxi mate
450 days during the transaction period reduced their
“opportunity for gain * * * in the transferred
securities” under sec. 1058(b)(3), I.R C.  The
substance of the transaction was the purchases and
sal es that R determ ned.

Hel d, further, Ps are not entitled to their
claimed interest deductions because the debt Ps clai ned
was related to the transaction did not exist.

Nancy L. Iredale, Jeffrey G Varga, and Stephen J.

Turanchi k, for petitioners.

Mles B. Fuller and Louis B. Jack, for respondent.

OPI NI ON

KROUPA, Judge: These consolidated cases are before the
Court on petitioners’ notion for summary judgnent and
respondent’s cross-notion for partial sunmary judgnent.

Respondent determ ned a $2,177,532 deficiency for 2001 and a
$171, 026 deficiency for 2003 in the Federal incone taxes of Henry
and Susan F. Sanueli (collectively, Sanuelis). Respondent

deternm ned a $6, 126 deficiency for 2001 in the Federal incone tax
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of Thomas G and Patricia W Ricks (collectively, R ckses). Each
deficiency relates to petitioners’ participation in a |everaged
securities transaction (Transaction).! Petitioners treated the
Transaction as a securities | ending arrangenent subject to
section 1058,2% the provisions of which we set forth in an
appendi Xx.

These cases present an issue of first inpression on the
interpretation of section 1058(b)(3). Specifically, we decide
whet her the agreenent (Agreenent) underlying the Transaction did
“not reduce the * * * opportunity for gain of the transferor of
the securities in the securities transferred” within the neaning
of section 1058(b)(3). W agree with respondent’s primary
determ nation that the Agreenent did reduce the Sanuelis’
opportunity for gain in the securities (Securities) transferred
in the Transaction. Accordingly, we hold that the Transaction
did not qualify as a securities |ending arrangenent under section
1058. We al so deci de whether petitioners may deduct interest
clainmed paid wwth respect to the Transaction. W hold they may
not because the debt that petitioners clainmed was related to the

Transaction did not exist.

The Sanuelis were the primary participants in the
Transaction. The relevant participation of the R ckses involved
their claimto an interest deduction related to the Transacti on.

2Section references are to the applicable versions of the
| nternal Revenue Code, and Rule references are to the Tax Court
Rul es of Practice and Procedure, unless otherw se stated.
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Backgr ound

Prelimnaries

The parties filed an extensive stipulation of facts with
acconpanyi ng exhibits. W treat the facts set forth in this
background section as true solely for purposes of deciding the
parties’ notions, not as findings of fact for these cases. See

Fed. R Cv. P. 52(a); P & X Mkts., Inc. v. Conmm ssioner,

106 T.C. 441, 442 n.2 (1996), affd. w thout published opinion
139 F.3d 907 (9th Gr. 1998).

1. | ndi viduals and Entities

A. Overview of Petitioners

Petitioners are two coupl es, each husband and w fe, who
filed joint Federal individual incone tax returns for the
rel evant years. Each petitioner resided in California when his
or her petition was filed wth the Court.

B. M. Sanueli

Henry Samueli (M. Samueli) is a billionaire who co-founded
Broadcom Cor poration, a publicly traded conpany |isted on the
NASDAQ Exchange.

C. H&S Vent ur es

H&S Ventures, LLC (H&S Ventures), was a limted liability
conpany that was treated as a partnership for Federal tax
purposes. M. Sanueli owned 10 percent of H&S Ventures, Susan

Sanueli owned 10 percent of H&S Ventures, and the Sanuelis’
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grantor trust (Shiloh) owned the remaining 80 percent of H&S
Ventures.® H&S Ventures was the primary entity through which the
Sanuel i s conducted their business affairs.

D. M. R cks and M. Schul nan

Thomas Ricks (M. Ricks) was the chief investnment officer
for H&S Ventures and an investnent adviser to the Sanuelis.
M chael Schul man (M. Schul man) was the managi ng director of H&S
Ventures and the Sanuelis’ personal attorney.

E. TESC

Twenty-First Securities Corporation (TFSC) was a brokerage
and financial services firmspecializing in structuring |everaged
securities transactions for wealthy clients. TFSC structured the
Transaction for the Sanmuelis. TFSC was unrelated to the
Sanuel i s.

[1l. GCenesis of the Transaction

TFSC had forecast in 2001 that interest rates would decline.
Kat heri ne Szem (Ms. Szem, then a tax partner with Arthur
Andersen LLP, discussed with Thomas Boczar (M. Boczar), Director
of Marketing for Financial Institutions at TFSC, the pricing and
mechani cs of a | everaged securities transaction for the Sanuelis.
Ms. Szem suggested to M. Schul man that the Sanuelis consider

entering into a | everaged securities transaction.

3The parties agree that Shiloh is disregarded for Federal
tax purposes because it was a grantor trust subject to secs. 671
through 679. W refer to Shiloh as the Sanuelis.
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M. Boczar forwarded to M. Ricks hypothetical |everaged
transactions using fixed-inconme securities including U S.
Treasury STRIPS and agency STRIPS, 4 such as those fromthe
Federal Home Loan Mortgage Corporation (Freddie Mac). The
profitability of these transactions hinged on a fluctuation of
mar ket interest rates favorable to the investor; i.e., an
i nvestor would borrow noney at a variable interest rate to invest
in fixed-incone securities and could realize a gain fromthe
investnment if market interest rates then declined. Two days
later, M. Ricks recommended to M. Schul man that the Sanuelis
invest in a proposed |everaged securities transaction. Shortly
after that, the Sanuelis decided to nmake such an investnent.

| V. The Transaction

A. | nvestors in the Transacti on

The Sanuelis, the R ckses, and M. Schul man invested in the
Transaction. The Sanmuelis held a 99.5-percent interest in the
Transaction. The R ckses and M. Schul man collectively held the
remai ni ng one-hal f-percent interest. The Rickses’ interest was

.2 percent, and M. Schulman’s interest was .3 percent.

“The word “STRIPS” is an acronymfor the investnent term
“Separate Trading of Registered Interest and Principal of
Securities.” See Acronyns, Initialisns & Abbreviations
Dictionary 3455 (20th ed. 1996).
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B. Docunents Underlying the Transacti on

The Transaction was governed by five witten docunents
entered into by and between the Sanuelis and their securities
broker, Refco Securities, LLC (Refco). These docunents were
a(n): (1) Master Securities Loan Agreenent (MSLA); (2) Amendnent
to Master Securities Loan Agreenent (Anendnment); (3) Addendumto
the Master Securities Loan Agreenent (Addendum; (4) Cient’s
Agreenent/ Margi n Agreenent (Cient Agreenent); and (5) Refco
Statenment of Interest Charges Pursuant to the “Truth-1n-Lending”
Rul e 10(b)-16. The MSLA, the Anendnent, and the Cient Agreenent
were each entered into on or about Cctober 11, 2001. The
Addendum was dated Cctober 17, 2001.

C. Specifics of the Transaction

The Sanuelis and Refco entered into the MSLA and the
Amendnent approximately a week after the TFSC s marketing
director contacted the Sanuelis’ trusted adviser. Both the MSLA
and the Amendnent were on standard forns used by the Bond Market
Associ ation.® The MSLA and the Amendnent required the Sanuelis
to acquire the Securities from Refco through the use of a margin
| oan and then to “loan” the Securities to Refco. The MSLA and

t he Anmendnent allowed the Sanmuelis to term nate the Transacti on

The Bond Mar ket Association (formerly known as the Public
Securities Association) was the international trade association
for the bond market industry. The Bond Market Association nerged
with the Securities Industry Association on Nov. 1, 2006, to form
the Securities Industry & Financial Markets Association.



- 8 -

(and thus cause Refco to transfer to the Sanuelis securities
identical to the Securities) by giving notice to Refco before the
cl ose of business on any “business day.”® The dient Agreenent
all owed Refco to hold the Securities as security for the margin
| oan and to subject the Securities to a general lien and right of
setoff for all obligations of the Sanuelis to Refco.

Ref co and the Sanmuelis also entered into the Addendum
Unli ke the MSLA and the Amendnent, the Addendum was custom zed
and provided that the Sanuelis’ “loan” of the Securities to Refco
woul d term nate on January 15, 2003 (and thus require Refco on
that date to provide the Samuelis with the Securities). The
Addendum al so al |l owed the Sanuelis to term nate the Transaction
earlier on July 1 or Decenber 2, 2002 (early term nation dates).
Ref co coul d purchase the Securities fromthe Sanuelis at a price
establ i shed under a LIBOR-based fornmula set forth in the Addendum
if the Transaction was term nated on either early term nation

date.’

The MSLA defined a “business day” as a day on which regul ar
trading occurred in the principal market for the Securities. W
include the identical securities in our term*®“Securities.”

™LIBOR" is an acronym for “London Interbank Offering Rate.”
See generally Bank One Corp. v. Conm ssioner, 120 T.C 174, 189
(2003), affd. in part and vacated in part sub nom J.P. Mrgan
Chase & Co. v. Conm ssioner, 458 F.3d 564 (7th G r. 2006).
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D. The Sanuelis’ 2001 Purchase

The Samuelis purchased the Securities fromRefco in QOctober
2001.8 The Securities consisted of a $1.7 billion principal
STRIP of the $5.7 billion principal on an unsecured fixed-incone
obligation issued by Freddie Mac. The maturity date of the
obl i gation was February 15, 2003, and the yield to maturity on
Oct ober 17, 2001, at which the Securities accrued interest, was
fixed at 2.581 percent.

The Sanuelis purchased the Securities at a price of
$1, 643,322,000 ($1.64 billion). The Sanuelis paid the $1.64
billion by obtaining a margin | oan of the sane amobunt from Refco
pursuant to the Cient Agreenent. The Sanuelis deposited $21.25
mllion with Refco to obtain the margin |oan. Refco held the
Securities as security for the margin |loan, and the Securities
were subject to Refco’s general lien and right of setoff for al
of the Sanuelis’ obligations to Refco.

M. Ricks paid $42,500 to participate in the Transacti on.
He paid this anmount to purchase the R ckses’ .2-percent ownership
interest in the Securities owned by the Samuelis

(%42, 500/ $21, 250,000 = .29%.

8The trade underlying this purchase was placed on Cct. 17,
2001, and the trade settled on Qct. 19, 2001.
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E. The Sanuelis’ 2001 Transfer

The Sanuelis transferred the Securities to Refco when their
trade for the purchase of the Securities settled. The MSLA
required Refco to transfer “cash collateral” to the Sanuelis
equal to at |east 100 percent of the nmarket val ue of the
Securities before or concurrently with the Sanuelis’ transfer.
Refco transferred $1.64 billion to the Samuelis as cash
col l ateral contenporaneously with the Sanuelis’ transfer of the
Securities to Refco. The Samuelis used that $1.64 billion upon
receipt to repay the margin loan. The MSLA stated that the
Sanmuelis were entitled to receive all interest, dividends, and
other distributions attributable to the Securities.

F. Variable Rate Fee

The Samuelis were obligated to pay Refco a fee (variable
rate fee) for use of the $1.64 billion cash collateral. The
anount of the variable rate fee was cal cul ated by applying a
mar ket - based variable interest rate to the anount of the cash
collateral. That variable rate generally reset on the first
Monday of each nonth from Novenber 5, 2001, to January 14, 2003,
to arate equal to 1-nonth LIBOR plus 10 basis points. The
vari able rate was 2.60125 percent from Cctober 19 to Novenber 4,
2001, and decreased steadily through January 15, 2003, to 1.48
percent. The Sanuelis accrued interest on their $21.25 mllion

deposit at the sane rate as the variable rate.
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V. The Sanuelis’ Decenber 2001 Paynent

Petitioners calculated that $7,815,983 ($7.8 million) of
interest had accrued on the cash coll ateral as of Decenber 28,
2001, and on that date the Sanuelis (on behalf of thenselves, the
Ri ckses, and M. Schulman) wired the $7.8 mllion to Refco as
paynent of that interest. M. Boczar had infornmed M. Ricks
approximately two weeks before that the noney could be returned
to the Samuelis two weeks after the transfer. Refco applied the
$7.8 million to reduce the variable rate fee cal cul ated as owed
toit with respect to the cash coll ateral

Refco transferred $7.8 mllion to the Sanuelis approxi mately
two weeks after the Sanuelis’ transfer, and Refco recorded its
transfer to the Sanmuelis as additional cash collateral. The MSLA
all owed the Samuelis to borrow an additional $7.8 mllion because
the Securities had increased in val ue.

VI. Termnation of the Transaction

The Sanuelis did not term nate the Transaction on either
early term nation date, and the Transaction term nated on
January 15, 2003. Refco obligated itself on the term nation day
to pay the Sanuelis $1, 697,795,219 ($1.69 billion) to purchase
the Securities in lieu of transferring the Securities to the
Sanuelis. The $1.69 billion reflected the anmount for which the
Securities were trading on January 15, 2003. Sinultaneously with

Refco’s obligating itself to pay the $1.69 billion to the
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Samuel is, the Sanuelis obligated thenselves to pay $1, 684, 185, 567
($1.68 billion) to Refco. The $1.68 billion reflected repaynent
of the $1.64 billion cash collateral, plus unpaid variable rate
fees that had accrued during the termof the Transaction.

The Sanuelis determ ned that they realized a $13, 609, 652
($13.6 mllion) economc gain on the Transaction. The $13.6
mllion economic gain resulted fromthe $1.69 billion that Refco
obligated itself to pay to the Samuelis less the $1.68 billion
that the Sanuelis obligated thenselves to pay to Refco. The
Sanuel i s received a $35, 388,983 ($35.3 million) wire transfer
from Refco on January 16, 2003. The $35.3 million reflected the
$13.6 mllion determ ned econonmic gain, plus a return of the
$21.25 million the Saruelis deposited with Refco to obtain the
margi n | oan, plus accrued interest of $529, 331.

VI, Petitioners’ Reporting Position

The Sanuelis clainmed an interest deduction on their return
for 2001 for their reported portion of the $7.8 million wired to
Refco as an accrued interest paynent on Decenber 28, 2001. Their
reported portion, $7,796,903, was an approxi mate 99.8 percent of
the total paynment. The Rickses also clained on their return for
2001 an interest deduction for their portion of the $7.8 mllion.

Their portion, $15,667, was .2 percent of the total paynent.
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On their return for 2003, the Sanuelis reported that they
realized a $50, 661,926 |long-termcapital gain fromthe
Transaction. They cal culated that gain as foll ows:

Proceeds of sale of securities

fromthe Sanuelis to Refco $1, 697, 795, 219
Less: Purchase price of securities 1, 643, 322, 000
Less: Transaction costs 3,556, 710

Gai n 50, 916, 509
The Sanuelis’ 99.5-percent

owner ship interest . 995
Capital gain to the Samuelis 50, 661, 926

The Samuelis reported the $50, 661,926 gain as a |long-term capital
gai n because they held the Securities for over a year.

The Sanuelis treated the $1.68 billion (the original cash
collateral plus the unpaid variable rate fees) as accrued cash
collateral fees and clained they were entitled to deduct a
portion ($32,792,720) as interest for 2003. The Rickses did not
deduct any cash collateral fees for 2003.

VI, Respondent’s Detern nation

Respondent determ ned that the Transaction did not qualify
as a securities lending arrangenent under section 1058. | nstead,
respondent determ ned that the Sanuelis purchased the Securities
fromand i nmediately sold the Securities to Refco in Cctober 2001
and then repurchased from (pursuant to a forward contract) and
i mredi ately resold the Securities to Refco in January 2003.°

Thus, respondent determ ned, the Sanuelis realized no gain or

W& use the term“forward contract” to refer to a contract
to buy the Securities for a fixed price on a date certain.
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|l oss on the sale in 2001 and realized a short-termcapital gain
of $13,541,604 on the sale in 2003. Further, respondent
determ ned, petitioners could not deduct the cash collateral fees
clainmed paid as interest in connection with the reported
securities | ending arrangenent because no debt exi sted.

Di scussi on

Overvi ew
Petitioners argue in noving for summary judgnent that the

Agreenent satisfied each requirement set forth in section
1058(b). Respondent counters that he is entitled to parti al
summary judgnent because the Agreenent did not neet the specific
requi renent in section 1058(b)(3). Respondent does not chall enge
petitioners’ assertion that the Agreenent satisfied each of the
other requirenents set forth in section 1058(b). W therefore
shal | deci de whether full or partial summary judgnent is
appropri ate.

1. Ceneral Rules for Sunmary Judgnent

Summary judgnent is intended to expedite litigation and to
avoi d unnecessary and expensive trials of phantom factual issues.

See Fla. Country Clubs, Inc. v. Comm ssioner, 122 T.C. 73, 75

(2004), affd. 404 F.3d 1291 (11th Cr. 2005). A decision on the
merits of a taxpayer’s claimcan be made by way of summary
judgnment “if the pleadings, answers to interrogatories,

depositions, adm ssions, and any ot her acceptable materials,
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together wwth the affidavits, if any, show there is no genuine
issue as to any material fact and that a decision nmay be rendered
as a matter of law.” Rule 121(b). The noving party bears the
burden of proving that there is no genuine issue of naterial
fact, and factual inferences are drawn in a manner nost favorable

to the party opposing summary judgnent. See Dahl stromv.

Conm ssioner, 85 T.C. 812, 821 (1985); Jacklin v. Conm ssioner,

79 T.C. 340, 344 (1982). Because summary judgnent deci des
against a party before trial, we grant such a renedy cautiously
and sparingly, and only after carefully ascertaining that the
nmoving party has net all requirenents for sunmary judgnent. See

Associated Press v. United States, 326 U S. 1, 6 (1945).

I1l. Primary |ssue Under Section 1058(b)(3)

The primary issue under section 1058(b)(3) is ripe for
summary judgnent. That issue turns on the interpretation of
section 1058(b)(3), and the parties agree on all nmaterial facts
relating to the issue. Thus, to decide the issue we need only
interpret the plain neaning of the text “not reduce the * * *
opportunity for gain of the transferor of the securities in the
securities transferred” and apply that interpretation to the

agreed-upon facts. See dass v. Conm ssioner, 124 T.C 258, 281

(2005), affd. 471 F.3d 698 (6th GCr. 2006). W interpret that
text as witten in the setting of the statute as a whole. See

Fla. Country Cubs, Inc. v. Conmi ssioner, supra at 75-76; see
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al so Huffman v. Conm ssioner, 978 F.2d 1139, 1145 (9th G

1992), affg. T.C. Menp. 1991- 144,

We focus on the neaning of the phrase “not reduce the * * *
opportunity for gain of the transferor of the securities in the
securities transferred.” W understand the verb “reduce” to nean
“to dimnish in size, anount, extent, or nunber.” Wbster’s
Third New International Dictionary 1905 (2002). W understand
t he noun “opportunity” to nean “a conbi nation of circunstances,
time, and place suitable or favorable for a particular activity
or action” and to be synonynous with the word “chance.” 1d. at
1583. We therefore read the rel evant phrase in the context of
the statutory schene to nean that the Agreenent will not neet the
requi renent set forth in section 1058(b)(3) if the Agreenent
di m ni shed the Sanuelis’ chance to realize a gain that was
present in the Securities during the transaction period. Stated
differently, the Sanuelis’ opportunity for gain as to the
Securities was reduced on account of the Agreenent if during the
transaction period their ability to realize a gain in the
Securities was less with the Agreenent than it woul d have been
wi t hout the Agreenent.

We concl ude that the Agreenent reduced the Sanuelis’
opportunity for gain in the Securities for purposes of section
1058(b) (3) because the Agreenent prevented the Samuelis on al

but three days of the approxi mate 450-day transaction period from
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causing Refco to transfer the Securities to the Sanuelis. Absent
the Agreenent, the Sanuelis could have sold the Securities and
realized any inherent gain whenever they wanted to sinply by
instructing their broker to execute such a sale. Wth the
Agreenent, however, the Sanuelis’ ability to realize such an
i nherent gain was severely reduced in that the Sanuelis could
realize such a gain only if the gain continued to be present on
one or nore of the three stated days. Stated differently, the
Sanuelis’ opportunity for gain was reduced by the Agreenent
because the Agreenent l[imted their ability to sell the
Securities at any tine that the possibility for a profitable sale
arose. 10

In so concluding, we reject petitioners’ argunent that they
al ways retained the opportunity for gain in the Securities by
continuing to owmn the Securities fromthe day they purchased them
until the day they sold them A taxpayer’s opportunity for gain
under petitioners’ theory is not reduced for section 1058
purposes if the taxpayer retains the opportunity for gain as of
the end of a loan period. The statute does not speak to
retaining the opportunity for gain. It speaks to whether the

opportunity for gain was reduced.

petitioners concede that the Agreenent increased the
Sanuelis’ risk of |oss because the Sanuelis could not term nate
the Transaction at any time. W infer fromthis concession that
the Agreenent al so reduced the Sanmuelis’ opportunity for gain as
to the Securities.
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In addition, we read the relevant requirenent differently
frompetitioners to neasure a taxpayer’s opportunity for gain as
of each day during the |oan period. A taxpayer has such an
opportunity for gain as to a security only if the taxpayer is
able to effect a sale of the security in the ordinary course of
the relevant market (e.g., by calling a broker to place a sale)
whenever the security is in-the-noney. A significant inpedinent
to the taxpayer’s ability to effect such a sale, e.g., as
occurred here through the specific 3-day limt as to when the
Sanuelis could demand that Refco transfer the Securities to them
is a reduction in a taxpayer’s opportunity for gain.

Nor did the Samuelis’ opportunity for gain turn, as
petitioners would have it, on the consequences of the Sanuelis’
vari able rate financing arrangenent. Petitioners assert that
their opportunity for gain as to the Securities depended entirely
on whether their fixed return on the Securities was greater than
their financing expense (i.e., the variable rate fee paid to
Ref co) and conclude that the Agreenent did not reduce this
opportunity because they continued to retain this opportunity
t hroughout the transaction period. Section 1058(b)(3) speaks
solely to the transferor’s “opportunity for gain * * * in the
securities transferred” and does not inplicate the consideration
of any independent gain that the transferor may realize outside

of those securities (e.g., through a favorable financing
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arrangenment). Thus, while the profitability of the Transaction
may have depended on the return that the Sanuelis earned on the
Securities vis-a-vis the amount of the variable rate fee that
they paid to Refco, the Sanuelis’ opportunity for gain in the
transferred securities rested on the fluctuation in the val ue of
the Securities.

We also reject petitioners’ assertion that the Sanuelis
coul d have locked in their gain in the Securities on any day of
the transaction period sinply by entering in the marketplace into
a financial transaction that allowed themto fix their gain,
e.g., by purchasing an option to sell the Securities at a fixed
price. This assertion has no direct bearing on our inquiry.
Section 1058 concerns itself only with the agreenent connected
with the transfer of the securities. Wether the Samuelis could
have entered into another agreenent to lock in their gain is of
no nonent. !

We also reject petitioners’ argunent that section 1058(b)(3)

cannot contain a requirenent that | oaned securities be returned

1petitioners al so assert that the Transaction is a routine
securities lending transaction in the marketplace. W disagree.
A lender could term nate a security |oan on any busi ness day
under the standard formused in the marketplace. The parties to
the Transaction, however, nodified the standard formto elimnate
that standard provision and to prevent the Sanuelis from
demandi ng that the Securities be transferred to them during the
transaction period, except on the three specific days.
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to the |l ender upon the | ender’s demand at any tine because
section 512(a)(5)(B) specifically contains such a requirenent.
Section 512(a)(5)(A) generally defines the phrase “paynents with
respect to securities loans” by reference to “a security * * *
transferred by the owner to another person in a transaction to
whi ch section 1058 applies.” Section 512(a)(5)(B) adds that
section 512(a)(5)(A) shall apply only where the agreenent
underlying the transaction “provides for * * * termnation of the
| oan by the transferor upon notice of not nore than 5 business
days.” Petitioners argue that sections 512(a)(5)(B) and
1058(b) (3) were enacted in the sane | egislation and that Congress
is presuned not to have included unnecessary words in a statute.

See, e.g., Kawaauhau v. Ceiger, 523 U S. 57, 62 (1998); Johnson

v. Comm ssioner, 441 F.3d 845, 850 (9th Gr. 2006). Petitioners

conclude that part of section 512(a)(5)(B) would be surplusage
were a pronpt return of a security already a requirenment of
section 1058(b). Again, we disagree.

Qur reading of section 1058(b)(3) to require that the |ender
be able to demand a pronpt return of the |oaned securities does
not render any part of section 512(a)(5)(B) surplusage. Section
1058(b) (3) does not require explicitly that a securities | oan be
termnable within a set period akin to the 5-day period of
section 512(a)(5)(B). It does not necessarily follow, however,

as petitioners ask us to conclude, that section 1058(b)(3) fails
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to require that the | ender be able to demand a pronpt return of
the | oaned securities. The firmy established aw at the tinme of
t he enactment of those sections provided that a lender in a
securities | oan arrangenent be able to term nate the | oan
agreenent upon demand and require a pronpt return of the
securities to the lender. W read nothing in the statute or in
its history that reveals that Congress intended to overrul e that
firmy established | aw by enacting sections 512(a)(5)(B) and
1058(b)(3). W decline to read such an intent into the statute.
Such is especially so given the plain reading of the terns
“reduce” and “opportunity for gain” and our finding that the
Agreenent reduced the Sanuelis’ opportunity for gain by limting
their ability to sell the Securities at any tinme that the
possibility for a profitable sale arose.

We recogni ze that unequivocal evidence of a clear
| egi slative intent may sonetines override a plain nmeaning
interpretation and lead to a different result. See Consuner

Prod. Safety Conmm. v. GIE Sylvania, Inc., 447 U.S. 102, 108

(1980); see also Albertson’s, Inc. v. Conm ssioner, 42 F.3d 537,

545 (9th Cr. 1994), affg. 95 T.C 415 (1990). The legislative
hi story of the applicable statute supports the plain nmeaning of
the relevant text and does not override it. Congress enacted
section 1058 mainly to clarify the then-existing | aw that applied

to the I oan of securities by regulated investnent conpani es and
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t ax- exenpt entities, on the one hand, and by general security

| enders, on the other hand. See S. Rept. 95-762, at 4 (1978).
The former group of |enders was concerned that paynents nade to
them by the borrowers of securities could be considered unrel ated
busi ness taxable inconme. See id. The latter group of |enders
was concerned that a securities |oan could be considered a
taxabl e disposition. See id. at 5-6. Congress added section
1058 to the Code to address each of these concerns, explicitly
provi ding through the statute that paynents from borrowers to

t ax-exenpt entities were considered investnment inconme to the
tax-exenpt entities and clarifying that the existing |aw that
applied to |l enders of securities in general continued to apply.
See id. at 6-7.

The Senate Commttee on Finance noted that owners of
securities were reluctant under existing law to enter into
securities |l ending transactions because the incone tax treatnent
of those transactions was uncertain. See id. at 4. The
commttee al so noted that the Conm ssioner apparently agreed that
a securities lending transaction was not a taxable disposition of
the | oaned securities and that the transaction did not interrupt
the |l ender’s hol ding period, but that the Conmm ssioner had
recently declined to issue rulings stating as nuch. See id. at
4. The conmttee believed a clarification of existing |aw was

requi red to encourage organizations and individuals with
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securities holdings to enter into securities |ending transactions
so as to allow the | endee brokers to deliver the securities to a
purchaser of the securities wthin the tinme required by the
relevant market rules. See id. at 5. The commttee explained
that section 1058 codified the existing |law on securities |ending
arrangenments that required that a contractual obligation subject
to that law did not differ materially either in kind or in extent
fromthe securities exchanged. See id. at 7.

This legislative history is consistent with our analysis.
The | egislative history explains that section 1058 codified the
firmy established |aw requiring that a securities |oan agreenent
keep the lender in the sane econom c position that the | ender
woul d have been in had the | ender not entered into the agreenent.
For exanple, the I ender nust possess all of the benefits and
burdens of ownership of the transferred securities and be able to
term nate the | oan agreenent upon demand. The firmy established

| aw came fromthe United States Supreme Court in Provost v.

United States, 269 U. S. 443 (1926). There, the taxpayers sought

to recover the cost of internal revenue stanps affixed by themto
“tickets” that evidenced transactions where shares of stock were
“l oaned” to brokers or returned by the borrower to the | ender,
each in accordance with the rules and practice of the Stock
Exchange. See id. at 449. The Court held that those transfers

of stock were taxable transfers within the neaning of the
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appl i cabl e Revenue Acts because “both the | oan of stock and the
return of the borrowed stock involve ‘transfers of legal title to
shares of stock’.” |1d. at 456. The Court noted that a | ender of
securities under a | oan agreenent retained all of the benefits
and burdens of the |oaned stock throughout the | oan period, as
t hough the | ender had retained the stock, and that both parties
to the | oan agreenent could term nate the agreenment on demand and
t hus cause a return of the stock to the lender.' See id. at

452- 453.

12The Commi ssioner later ruled simlarly in Rev. Rul.
57-451, 1957-2 C.B. 295. That ruling, which is referenced in the
| egi slative history to sec. 1058, see S. Rept. 95-762, at 4
(1978), states in relevant part:

The second situation descri bed above, wherein the
optionee authorizes the broker to “lend” his stock
certificates to other custoners in the ordinary course
of business, presumably anticipates the “loan” of the
stock to others for use in satisfying obligations
incurred in short sale transactions. In such a case,
all of the incidents of ownership in the stock and not
nmere legal title, pass to the “borrow ng” custonmer from
the “lending” broker. For such incidents of ownership,
the “l endi ng” broker has substituted the personal
obligation, wholly contractual, of the “borrow ng”
custoner to restore him on demand, to the economc
position in which he woul d have been as owner of the
stock, had the “loan” transaction not been entered
into. See Provost v. United States, 269, U. S. 443,
T.D. 3811, C.B. V-1, 417 (1926). Since the “lending”
broker is not acting as the agent of the optionee in
such a transaction, he nust have necessarily obtained
fromthe optionee all of the incidents of ownership in
t he stock which he passes to his “borrow ng” custoner.
[Rev. Rul. 57-451, 1957-2 C. B. at 297.]
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We concl ude that the Transaction was not a securities
| endi ng arrangenment subject to section 1058 and that the
underlying transfers of the Securities in 2001 and 2003 were
therefore taxable events. Respondent determ ned and argues that
the Sanuelis’ transfer of the Securities to Refco in 2001 was in
substance a sale of the Securities by the Sanmuelis in exchange
for the $1.64 billion they received as cash collateral and that
Ref co’ s purchase of the Securities in 2003 was a second sal e of
the Securities by the Sanmuelis in exchange for the noney wired to
them on January 16, 2003. For Federal tax purposes, the
characterization of a transaction depends on economc reality and
not just on the formenployed by the parties to the transaction.

See Frank Lyon Co. v. United States, 435 U S. 561, 572-573

(1978).

We agree with respondent that the economc reality of the
Transaction establishes that the Transaction was not a securities
| endi ng arrangenent as structured but was in substance two
separate sales of the Securities wthout any resulting debt
obl i gation running between petitioners and Refco from Cct ober

2001 through January 15, 2003.% The transfers in 2001 were in

3The Transaction is simlar to the transactions involved in
a long Iine of cases involving M Eli Livingstone, a broker and
securities dealer who aspired to create debt through initial
steps that conpletely offset each other. Courts consistently
di sregarded those offsetting steps because they left the parties
to the transactions in the sanme position they were in before the
(continued. . .)
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subst ance the Sanuelis’ purchase and sale of the Securities at
the sane price of $1.64 billion. The Sanuelis therefore did not
realize any gain in 2001 as to the Securities. The transfers in
2003 were in substance the Sanuelis’ purchase of the Securities
fromRefco at $1.68 billion (the purchase price determned in
accordance with the terns of the Addendum which operated as a
forward contract), followed i mediately by the $1.69 billion
mar ket -price sale of the Securities by the Sanuelis back to
Ref co. The Sanuelis therefore realized a capital gain on the
sale in 2003 equal to the difference between the purchase and
sale prices. See sec. 1001. That capital gain is taxed as a
short-term capital gain because the Sanuelis held the Securities

for less than a year.* See sec. 1222.

13(...continued)
steps were taken. See, e.g., Cahn v. Conm ssioner, 358 F.2d 492
(9th Gr. 1966), affg. 41 T.C 858 (1964); Jocknus v. United
States, 335 F.2d 23, 29 (2d Gr. 1964); Rubin v. United States,
304 F.2d 766 (7th Cr. 1962); Lynch v. Conmm ssioner, 273 F.2d
867, 872 (1st Cr. 1959), affg. 31 T.C. 990 (1959) and Julian v.
Commi ssioner, 31 T.C 998 (1959); Goodstein v. Comm ssioner,
267 F.2d 127, 131 (2d Gr. 1959), affg. 30 T.C. 1178 (1958);
MacRae v. Conmi ssioner, 34 T.C 20, 26 (1960), affd. on this
issue 294 F.2d 56 (9th Gr. 1961). The courts did not disregard
the transactions entirely as shans or as | acking econonc
substance. The courts disregarded the initial steps and recast
the transactions as exchanges of prom ses for future perfornance.
The transaction in one case was even recast where the taxpayer
made an economic profit. See Rubin v. United States, supra.

YPetitioners argue they still prevail even if we accept, as
we do, respondent’s characterization of the Transacti on.
Petitioners assert that their sale of the Securities in 2003 was
in consideration for their surrender of their contractual right

(continued. . .)
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| V. Secondary |ssue Concerning |Interest Deductions

The secondary issue for decision involves petitioners’ claim
to interest deductions. Qur decision as to this issue al so does
not turn on any disputed fact. Thus, this issue is also ripe for
summary judgnent.

Respondent di sal |l owed petitioners’ deductions for interest
paid to Refco in 2001 and in 2003 because “there was no
col l ateral outstanding and the paynent did not represent a
paynment of interest ‘on indebtedness’.” Petitioners argue that
their payment in 2001 was nade with respect to debt in the form
of the cash collateral. Again, we disagree. W conclude on the
basis of the recharacterized transaction that petitioners may not
deduct their clained interest paynents for 2001 and 2003 because
t hose paynents were unrelated to debt. The cash transferred in
2001 represented the proceeds of the first sale and not
collateral for a securities loan. Thus, no “cash collateral” was
out standi ng during the rel evant years on which the cl ai ned
collateral fees could accrue. Nor did the Sanuelis transfer any

cash in 2003 with respect to debt. Their transfer of cash in

¥4(...continued)
to receive the Securities. Petitioners assert that this
contractual right was a long-term asset acquired in October 2001
and that they may offset the $1.69 billion sale proceeds by their
$1.64 billion basis in that long-termasset. W disagree with
this argunent. The Securities were the subject of the sale in
2003, not the surrender of a contractual right as petitioners
assert. In addition, the Samuelis transferred the $1.64 billion
to Refco in 2001 to purchase the Securities.
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2003 was to purchase the Securities pursuant to the forward
contract. Accordingly, we hold that petitioners are not entitled
to their clainmed interest deductions.
V. Epiloque
We have considered all argunents petitioners have nade and,
to the extent not discussed, we have rejected those argunents as

wi thout merit. To reflect the foregoing,

An appropriate order

will be issued.
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APPENDI X
SEC. 1058. TRANSFERS OF SECURI TI ES UNDER CERTAI N
AGREEMENTS.
(a) General Rule.--1n the case of a taxpayer who

transfers securities (as defined in section 1236(c))
pursuant to an agreenment which neets the requirenents
of subsection (b), no gain or |loss shall be recognized
on the exchange of such securities by the taxpayer for
an obligation under such agreenent, or on the exchange
of rights under such agreenent by that taxpayer for
securities identical to the securities transferred by
t hat taxpayer.

(b) Agreenent Requirenents.--In order to neet the
requi renents of this subsection, an agreenent shall--

(1) provide for the return to the
transferor of securities identical to the
securities transferred;

(2) require that paynents shall be nade
to the transferor of anmounts equivalent to
all interest, dividends, and ot her
di stributions which the owner of the
securities is entitled to receive during the
period beginning wwth the transfer of the
securities by the transferor and ending with
the transfer of identical securities back to
the transferor;

(3) not reduce the risk of |oss or
opportunity for gain of the transferor of the
securities in the securities transferred; and

(4) neet such other requirenents as the
Secretary may by regul ati on prescri be.

(c) Basis.--Property acquired by a taxpayer
described in subsection (a), in a transaction described
in that subsection, shall have the sane basis as the
property transferred by that taxpayer.



